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A udits o f Brokers a n d Dealers in Securities

Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial
statements of broker-dealers in securities, commodities, and fi
nancial futures with an overview o f recent economic, industry,
regulatory, and professional developments that may affect the au
dits they perform. Because securities broker-dealers often deal in
commodities and financial futures as well, this year's Alert covers
the futures industry in greater detail. The AICPA staff has pre
pared this document with the assistance of the AICPA Stockbro
kerage and Investment Banking Com m ittee. It has not been
approved, disapproved, or otherwise acted upon by any senior
technical committee of the AICPA. The AICPA is thankful to the
U.S. Department of the Treasury for providing the information
on money laundering contained in this document.
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Securities Industry Developments— 1998/99

Industry and Economic Developments
What significant industry and economic developments are relevant to
the audits of broker-dealers and commodity entities?

The securities industry took a w ild roller coaster ride through
1998, beginning with the continuation of an unprecedented up
swing driven by the strong U.S. economy and outstanding U.S.
and European stock market performance. Industry profits for the
three and a half years ending in m id-1998 exceeded those of the
entire six-year period ending in 1994, propelled by record levels
of trading volume, underwriting activity, and expansion into feebased businesses, such as asset m anagem ent. By midsummer,
however, the ride turned decidedly downward, as the Dow Jones
Industrial Average (DJIA) slid lower and lower. Over a six-week
period, the DJIA plunged nearly 1,800 points, or 19 percent,
from its record high of 9338, driven by a chain of toppling for
eign economies. O ther stock m arket indexes reported sim ilar
drops in value. H alf of those losses occurred in just three trading
days. As securities prices tumbled, investors fled to the safety of
U.S. Treasury securities, pushing yields to historic lows and para
lyzing other components of the bond market, particularly those
tied to the emerging markets and so-called “junk” bonds.
The longest bull market in history—approximately eight years—
preceded the 1998 stock market downturn. That extended period
spurred tremendous growth in the securities industry, particularly
in the last few years, as a result of the following:
• A ccelerating Commission Revenues. R ising average daily
trading volumes on the New York Stock Exchange (NYSE)
and the National Association of Securities Dealers Auto
mated Q uotation (NASDAQ) system generated healthy
brokerage commissions. Average d aily trading volumes
7

were approximately 20 percent greater than in 1997,1 and
daily trading volumes that were unheard of just a few years
ago became the norm in 1998. On September 1, a recordbreaking 1.2 billion shares were exchanged on the NYSE;
the N ASDAQ posted its second-busiest day, trading al
most 1.3 billion shares. Auditors may wish to consider this
significantly greater trading volume when assessing control
risk, as required by Statem ent on A uditing Standards
(SAS) No. 55, Consideration o f Internal Control in a Finan
cial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 319). Additionally, a broker-dealer’s internal con
trol may not be designed to address sudden surges of trad
ing volume, which may, in the auditor's judgment, result
in reportable conditions. As defined in SAS No. 60, Com

munication o f Internal Control Related Matters N oted in an
A udit (AICPA, P rofessional Standards, vol. 1, AU sec.
325.02), reportable conditions are “significant deficiencies
in the design or operation of internal control, which could
adversely affect the organizations ability to record, process,
summarize, and report financial data consistent with the
assertions o f management in the financial statements.” Au
ditors should also be aware of their responsibilities with re
spect to reporting material inadequacies in internal control
(identified during the course of the annual financial state
m ent audit) pursuant to the Securities and Exchange
Commission’s (SEC) rule 17a-5(h)(2).
• Strong U nderw riting Revenues. Especially strong equity
underwriting activity has been the prim ary force behind
vigorous investment banking fees. In the second quarter
alone, underw riting proceeds totaled $494.4 billion, up
57 percent from the same period in 1997, providing firms
with near-record underwriting fees of $5.25 billion in the
first half of 1998.
1. Statement o f Auditing Standards (SAS) No. 56, A nalytical Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 329) requires that auditors use analytical
procedures in the planning and review stages o f all audits. Statistical information of
the type shown may be useful to auditors in applying the provisions o f SAS No. 56.
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• M erger and Acquisition (M&A) Advisory Fees. M & A activ
ity has escalated steadily in the past few years, the result of
competitive forces and global expansion of businesses. By
midyear 1998, the value of mergers and acquisitions in the
U.S. soared by 153 percent from the same point in 1997,
to $910 billion. Global M & A activity by midyear doubled
to $1.3 trillion , rapidly approaching the $1.6 trillion
record set in 1997. Such activity has fueled strong growth
in firms’ M&A-related advisory fees.
• Explosive Growth in Online Brokerage. The leading firm in
discount online brokerage services, with 1.74 m illion of
the approximately 5 million online stock and mutual fund
trading accounts, reported a $40 billion increase in cus
tomer assets between December 31, 1997, and M ay 1998,
an increase of more than 68 percent. Other firms, both dis
count and full-service brokerages, have launched aggressive
campaigns to attract this lucrative market, which by 2002
is expected to reach 25 million trading accounts. A discus
sion of the implication of online brokerage to auditors ap
pears in the “Audit Issues and Developments” section of
this Alert.
As 1998 progressed, ominous economic and political news from
around the globe forced firms to reconsider complex trading
strategies tied to foreign debt and securities of the emerging mar
kets of Asia, Latin America, Russia, and Eastern Europe. Hedge
funds typically engage in complex trading strategies, as do bro
ker-dealers trading in their own accounts. Such strategies, de
signed to “hedge” investors from changes in currency and interest
rates, require traders to predict the direction of those changes.
However, rapidly changing conditions in world markets rendered
various trading strategies inadequate. As these investments broke
down, broker-dealers and hedge fund operators struggled to meet
the dem and for investor redemptions and m argin calls from
lenders who had financed these investments, dumping their hold
ings and incurring huge losses. Brokers that extended credit to
hedge funds were sim ilarly affected by credit losses. Firms that
used leverage to make hedges magnified their losses. In September,
9

the Federal Reserve Bank organized a $3.6 billion private bailout
for Long-Term Capital M anagem ent Fund, L.R by a group of
elite banks and brokerage firms. The huge hedge fund had an esti
mated $1.25 trillion exposure to international markets, and many
feared that the fund’s im m inent collapse would have damaged
world markets further.
Some of the largest banks and brokerage houses were hit hard by
Russia’s currency devaluation and de facto default on hundreds of
millions of dollars of debt, causing those firms to significantly re
duce third-quarter earnings projections. As global troubles esca
lated, m any firms reduced their exposure to emerging markets,
and others eliminated entire divisions devoted to the marketing
and sales of those securities. The following table illustrates some
of the currency declines experienced in various global markets:

Percentage Decline in Local Currency
(as Compared With the US. Dollar)
Between 12/31/97 and 9/1/98
Brazil
Mexico
Malaysia

44.8%
53.4%
56.7%

A further discussion of the audit im plications of the effects of
global events on broker-dealers, such as securities valuation issues
and going-concern considerations, appears in the “Audit Issues
and Developments” section of this Alert.
The recent trend in M & A activity of securities industry partici
pants continued in 1998: By midyear, banks and other entities
acquired more independent broker-dealers than were acquired
during the entire previous decade. As recent events cut away at
industry profits, analysts expect this trend to continue and per
haps even accelerate into 1999. Auditors should be alert to the
possible issues that arise in consolidated entities, such as—
• Structural Changes. W hen assessing control risk, auditors
should consider the impact that structural changes accom
panying a combination might have on a broker-dealer’s in
ternal control. SAS No. 55 provides relevant guidance.
10

• Auditors Role as Predecessor or Successor Auditor. The com
bination of entities often results in either a gain or loss of
an audit client. Accordingly, auditors should be fam iliar
with SAS No. 84, Communications Between Predecessor and
Successor Auditors (AICPA, Professional Standards, vol. 1,
AU sec. 315), which provides guidance on com munica
tions between predecessor and successor auditors when a
change of auditors is in process or has taken place.
•

Use o f Debt Financing. Auditors should scrutinize any debt
financing used to effect a business combination by carefully
evaluating the debt agreement to identify, among other
things, whether there are any restrictive covenants, whether
the debtor is complying with these covenants, and what im
plications may exist with respect to covenant violations.

Industry analysts predict slower stockbrokerage activity for the
remainder of 1998, due to the continuing global economic crisis
and weakening U.S. corporate profits. Worsening problems in
emerging markets, including devaluation of various currencies,
continue to cause concern over brokerage firms’ exposure to the
Russian, Latin American, and other fragile markets. Even though
only about 10 percent of the larger firms’ earnings come from the
Pacific Rim, it is considered to be an important growth area, now
stunted by the deepening recessions in Japan and other Asian
economies. Given these factors, plus equity market volatility and
extremely slow underw riting activity, industry experts predict
that brokerage firms’ earnings w ill remain under pressure until
visible signs of a widespread recovery appear.
Rapid advances in technology and a raft of alliances among the
world’s trading exchanges have radically changed the picture for
the commodities industry in the past year. The futures and op
tions business is engaged in a frantic drive to cut costs and retain
clients. Shaking the industry to its very foundations is the inexorable
progression from traditional open outcry trading to electronic trad
ing systems. In a move that highlights that phenomenon, the Com
modities Futures Trading Commission (CFTC) approved the
formation of a new electronic futures exchange, the Cantor Financial
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Futures Exchange, Inc., for computer-based trading of futures con
tracts of certain U. S. Treasury securities. This development may in
fluence the value of memberships in exchanges that use open outcry
trading. For a discussion of the audit implications related to the
value of exchange memberships, see the “Audit Issues and Devel
opments” section of this Alert.
The volume of futures and options contracts traded bears directly
on the revenues of commodity brokers. Futures and options trad
ing am ounted to 310.5 m illion contracts for the first h alf of
1998, up 15 percent compared with the first six months of 1997.
If this trend in volume holds for the balance of 1998 and com
mission rates do not deteriorate, experts expect that commodity
brokers should have record commission income for the year.
Executive Summary— Industry and Economic Developments
• The strong U.S. and European stock market performance that pro
pelled the securities industry to record levels of underwriting and
trading activity over the last several years reversed sharply after
midyear as a result of widespread global economic turmoil.
• Auditors may wish to consider that sudden and significant surges in
trading volume may have placed additional strain on a brokerdealer’s internal control.
• Severe currency devaluation; instability in various global markets,
including Russia and several Asian and Latin American nations; and
bond market anomalies have caused significant losses among major
brokerage firms. Barring a recovery in world securities markets, ex
perts predict that broker-dealers will experience continued slow un
derwriting and trading activity in most stock and bond markets.
• Rapid changes in the commodities industry, including a shift to elec
tronic trading environments and consolidation of several exchanges,
may affect the valuation of exchange memberships. Competition is
driving futures and options firms to cut costs and preserve client bases.
• If the high volume of futures and options contracts in 1998 holds
through year end, the commodities industry may report record com
mission revenue for the year.
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Regulatory and Legislative Developments
What are some of the final rules issued by the SEC and the CFTC during
1998?

The audit and reporting requirements for securities broker-deal
ers are regulated by rule 17a-5 under the Securities Exchange Act
of 1934 (the Exchange Act). Futures commission merchants
(FCMs) and broker-dealers that are also FCMs are regulated by
Regulation 1.16 o f the C om m odity Exchange Act. Registered
broker-dealers in U.S. government securities are regulated by sec
tion 405.02 of the regulations pursuant to section 15C of the Ex
change Act. Before undertaking the audit of an FC M or a
broker-dealer in securities, an auditor should read the applicable
rules and understand the prescribed scope of the audit and the re
lated reporting requirements.

SEC Regulations
The following is a summary of some of the rules the SEC issued
during 1998:
•

Year 2000 Reports. The SEC amended rule 17a-5 under the Securities Exchange Act
o f 1934 to require broker-dealers with minimum net capital requirements o f $5,000
or greater to file with the SEC and the broker-dealer’s designated examining
authority (DEA) two separate reports regarding their year 2000 readiness. The first
report, which addresses the broker-dealer’s year 2000 readiness as o f July 15, 1998,
was to be filed with the SEC and DEA by August 31, 1998. The second report,
which addresses year 2000 readiness as o f March 15, 1999, is to be filed with the
SEC and DEA by April 30, 1999. With respect to the second report, the SEC
requires broker-dealers with a minimum net capital requirement o f $100,000 or
greater as o f March 15, 1999, to file a report prepared by an independent public
accountant regarding the entity’s process for addressing year 2000 problems. Year
20 00 readiness reports also are required o f certain nonbank transfer agents. The SEC
has indicated that broker-dealers should include their SEC and CRD numbers on the
accountant’s report.
Auditors should refer to the full text o f the releases that are available on the SEC’s
Web site at http://www.sec.gov (release nos. 3 4 -4 0 16 2 and 34-40608 for brokerdealers and release nos. 3 4 -40 163 and 34-40587 for transfer agents). See the “Audit
Issues and Developments” section o f this Alert for a discussion o f the Year 2000
Issue and the AICPA’s newly issued Statement o f Position which provides guidance
for practitioners performing year 2000 agreed-upon procedures attestation
engagements to meet the requirements o f SEC rule 17a-5 and 17Ad-18, as well as
Advisories No. 17-98 and 42-98 o f the Commodity Futures Trading Commission.

•

Offshore Offers and Sales. The SEC is adopting amendments
to the Regulation S safe-harbor procedures for offshore sales
of equity securities of U.S. issuers and the reporting re
quirements applicable to those transactions. The amend
ments are designed to stop abusive practices in connection
with offerings of equity securities purportedly made in re
liance on Regulation S. Effective date: January 1, 1999.

• Plain English Disclosure. The SEC adopted the Plain Eng
lish Rule, which requires issuers to write the cover page,
summary, and risk factors section of prospectuses in plain
English to give investors more clear, concise, and under
standable information. Effective date: October 1, 1998.
• Covered Securities Under Section 18 o f the Exchange Act. The
SEC adopted rule 146(b) under section 18, as amended, to
designate securities listed on the Chicago Board Options
Exchange, Tier I of the Pacific Exchange, and Tier I of the
Philadelphia Stock Exchange as covered securities for the
purposes of section 18 of the Exchange Act. Covered secu
rities under section 18 are exempt from state law registra
tion requirements. Effective date is pending publication in
the Federal Register.
• Electronic Data Gathering, Analysis, and Retrieval (EDGAR)
System. The SEC is adding a rule to the series of rules gov
erning the submission of filings and other documents
through EDGAR. The SEC will not accept any paper filing
that is required to be filed electronically unless the regis
trant satisfies the requirements for a temporary or continu
ing hardship exemption. Effective date: January 1, 1998.
The complete text o f the above rules, along w ith those rules
adopted subsequent to the publication of this Alert, can be down
loaded from the SEC’s Web site at http://www.sec.gov.

CFTC Regulations
The regulatory environment of the commodities industry has a
major effect on the audit of a commodity entity because the au
ditor is required to report on the com m odity entity’s internal
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control and on its com pliance w ith specific rules addressing
financial responsibility and recordkeeping. Accordingly, certain
tests of controls m ay have to be performed even if the auditor
would not otherwise choose to do so. Therefore, before undertak
ing the audit of a commodity entity, auditors should be familiar
w ith the applicable rules issued by the CFTC pursuant to the
Com m odity Exchange Act (CEAct), as well as understand the
prescribed scope of the audit and the related reporting require
ments. Auditors should assess the effect of the regulatory environ
ment, changes in that environment, and the expectations of their
clients and regulators on both audit risk and materiality.
The following is a summary o f some o f the final rules issued by
the CFTC during 1998:
• Futures-Style M argining o f Commodity Positions. The CFTC
issued a final rule, Final Rulemaking P erm itting FuturesStyle M argining o f Commodity Options , repealing CEAct
Regulation 33.4(a)(2), which requires the purchaser of a
commodity option to pay the full option premium at the
initiation o f the transaction, and am ending Regulation
33.7(b), to m odify accordingly the requirements o f the
statement to be delivered to a customer by an FCM or in
troducing broker (IB). Futures-style m argining requires
both the purchaser (“long”) and the seller (“short”) of a
com modity option to post a risk-based, original margin
upon entering into an option position. During the life of
the option, its value is marked to market daily and gains
and losses are posted to the accounts of the long and short
option holders. Effective date: July 17, 1998.
• M inimum Financial Requirements fo r FCMs. The CFTC is
sued a final rule amending its minimum financial require
ments to eliminate the short option value charge taken in
computing net capital. Effective date: July 16, 1998.
• Immediate Notice o f Undersegregation. The CFTC amended
its Regulation 1.12 to require an FCM to notify immediately
the CFTC and the FCM's designated self-regulatory organi
zation of any undersegregated or undersecured condition and
15

of certain events pertaining to undercapitalization or failure
to satisfy margin calls. Effective date: August 28, 1998.
• B undled Futures a n d Option Orders. The CFTC issued a
final rule allowing brokers to bundle futures and options
orders for large institutional investors and for individuals
with $10 m illion or more in assets, a change designed to
speed trading for those customers. Under the rule, fu
tures brokers can m ake trades for certain eligib le cus
tomers in a group and later allocate the transactions to
each investor, elim inating a requirement that each order
be tagged w ith identifying inform ation. Effective date:
August 28, 1998.
•

Year 2000 Reports. The CFTC, in conjunction w ith the
futures self-regulatory organizations (SRO s), has fol
lowed a comprehensive and multifaceted approach to as
sist the futures in dustry in achieving year 2000
compliance. This approach includes issuing questionnaires
and letters to SROs and registrants requesting detailed in
form ation regarding their year 2000 preparations, and
publishing advisories that specify the year 2000 responsi
bilities of SROs and registrants. The CFTC also requires
special year 2000-related reports and audit procedures.
(See AICPA Statement of Position [SOP] 98-8, Engage
ments to Perform Year 2000 Agreed- Upon Procedures Attes
tation Engagements Pursuant to Rule 17a-5 o f the Securities
Exchange Act o f 1934 , Rule 17Ad-18 o f the Securities Ex
change Act o f 1934, a n d Advisories No. 17-98 a n d No. 4298 o f the CFTC for details regarding required
agreed-upon procedures related to year 2000 com pli
ance.) Effective date: September 30, 1998.

The complete text o f the above rules, along w ith those rules
adopted subsequent to the publication of this Alert, can be down
loaded from the CFTC ’s Web site at http://www.cfitc.gov.
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Audit Issues and Developments
Effects of Recent Changes in the Global Marketplace on Audits of
Broker-Dealers
What are some of the audit issues caused by today’s changing global
marketplace?

A series of significant declines in securities and currency valua
tions of the Pacific Rim countries, Russia, Eastern Europe, and
Latin America took hold of the U.S. markets in the third quarter
of 1998, causing the DJIA to sink, slowly but surely. By late sum
mer, the DJIA had experienced several significant single-day
shifts, for example, declines of 4.19 percent on August 27 and
6.37 percent on August 31, the result of investor anxiety over
worldwide economic and political turmoil. O f particular concern
to investors was Russia’s devaluation of the ruble, default of hun
dreds of millions of dollars in debt, and political instability. An
other troubling event occurred in M alaysia, where the local
government fixed the exchange rate of its currency, the ringgit,
and imposed controls over the flow of capital outside the country.
In the U.S., a consortium of banks and brokerage firms effected a
$3.6 billion takeover of Long-Term Capital Management, L.P.—
a highly-leveraged hedge fund that bet heavily on emerging mar
kets (particularly Russia) and bond yield spreads— to prevent
further damage the fund might cause by liquidating its holdings.
Valuation Issues
W ith these and other events at play, quoted security valuations
have become more difficult to obtain in certain markets, and
when valuations have been obtained, questions have arisen
whether such valuations represent fair value (that is, the price at
which a w illing buyer and a w illing seller would enter into an ex
change). Issues that have arisen include—
• Lack o f Trading Activity. Trading activity in certain markets
(for example, certain bond markets, especially those of the
emerging markets) has declined significantly, to the point
that, in some cases, trading has effectively ceased. In these
situations, the auditor should carefully evaluate any market
17

quotations used by management in valuing securities, to gain
assurance that the quotations represent current trading activ
ity and to assess whether the market has become so stagnant
that even current prices no longer represent realizable value.
•

The Effect o f Significant Events O ccurring D uring or After the
Close o f Foreign Markets on Securities Pricing; Trading Halts.
Most foreign markets close earlier than U.S. markets. Typi
cally, broker-dealers value their portfolios at the time of the
close of trading on the principal exchange on which the fi
nancial instruments are traded. On occasion, however, sig
nificant events m ay occur after the foreign market’s close
that would affect the valuation of those securities. Similarly,
in some cases, securities markets may have imposed trading
halts during periods of excessive volatility. Should such a
halt have been imposed at the time a broker-dealer ob
tained price quotations, the quotations may not represent
the current realizable value of the security at that time. Ei
ther situation may require the broker-dealer’s management
to substitute estimates of fair value for the affected securities
determined in good faith for the last exchange quotations.

•

Credit Risk Considerations or Realizability o f Estimated In
vestment Value. Auditors should assess the impact of credit
risk on the realizability of values assigned to non-exchangetraded financial instruments in addition to the complete
ness and accuracy of counterparty credit losses recorded as
a result of third- and fourth-quarter market activity.

•

Other Factors. In a market where exchange controls exist,
even though market quotations for securities are readily
available, the auditor should assess whether management’s
use of such quotes is appropriate under the circumstances.
Issues to be considered in such an environment include—
- How, when, and at what exchange rate the firm will be
able to repatriate its investments.
— The extent to which exaggerated demand for local mar
ket securities has resulted in prices being bid up by nu
merous investors’ inability to repatriate funds.
18

- The potential effect on securities prices if controls were
to be lifted.
-

Other regulatory restrictions that m ay have made it dif
ficult for investors to liquidate security or currency
holdings.

Accordingly, the auditor should evaluate procedures applied by
management in considering whether, and to what extent, local
market quotations may need to be adjusted to adequately repre
sent the value the broker-dealer would reasonably expect to re
ceive on disposition and repatriation.
Auditors should consider SEC Financial Reporting Policy (FRP)
sec. 404.03-.04, chapter 7 of the AICPA Audit and Accounting
Guide Brokers and Dealers in Securities (the Guide), and Financial
Accounting Standards Board (FASB) Statement of Financial Ac
counting Standards No. 107, Disclosures about Fair Value o f Fi
nancial Instrum ents (AICPA, Current Text, vol. 1, F25), when
evaluating methods employed by management in estimating fair
value. Auditors may also wish to refer to the guidance set forth in
SOP 94-6, Disclosure o f Certain Significant Risks and Uncertain
ties, in evaluating management’s financial statement disclosures
regarding these situations. Although FASB Statement No. 107
states that quoted market prices, if available, are the best evidence
of fair value of financial instruments, the economic and market
conditions described in this section illustrate that, in certain situ
ations, management’s estimate of fair value as determined in good
faith provides a more appropriate valuation. Paragraph 7.06 of
the Guide outlines financial statement disclosures that should ac
company management’s reporting of a value that is lower than
the quoted market price. Paragraph 7.09 states that, when the fair
value as determined by m anagement is lower than the market
quotation, financial instruments should be valued at fair value. In
such situations, the auditor should review management’s docu
mentation supporting its reason(s) for substituting estimates of
fair value for quoted market prices. Auditors should also assess
the reasonableness of the procedures used and factors considered
by management in making such estimates. Auditors should refer
to the guidance of SAS No. 57, A uditing A ccounting Estimates
19

(AICPA, Professional Standards , vol. 1, AU sec. 342), and SAS
No. 81, Auditing Investments (AICPA, Professional Standards, vol.
1, AU sec. 332), in doing so.
In applying SAS No. 57, auditors m ay wish to consider these
additional factors:
• Stock Market Volatility. Auditors may wish to consider the
impact of sudden and significant stock market fluctuations
on the relevance of key factors and assumptions used by
management in estimating the value of a broker-dealer’s se
curity portfolio. Worldwide stock market volatility and in
stability have been the most widespread and severe seen in
several years. Domestically, during the third quarter, the
DJIA gained or lost at least 100 points in ten of twelve
consecutive trading sessions, and intrasession swings have
surprised even the experts. Some foreign exchanges have
experienced far greater volatility. In the event that the bro
ker-dealer employs matrix pricing (a m athematical tech
nique used to value normal institutionalized debt securities
without relying exclusively on quoted securities prices), the
auditor should evaluate the relevance of the model’s existing
underlying assumptions to determine whether they are con
sistent with recent economic and industry developments.
• Adoption o f New Trading Strategies. Growth, competitive
forces, and changing global factors have caused some bro
ker-dealers to adopt new trading strategies that include
the use of more speculative, complex, or innovative invest
m ents. The adoption of new trading strategies often
brings about new valuation procedures that cause factors
different from those previously considered by the auditor
to become significant to the estimate. Because of the in
herent difficulties in valuing such investments, auditors
may wish to consider obtaining written representation from
management (AU sec. 342.09) and using the work of a spe
cialist (SAS No. 73, Using the Work o f a Specialist [AICPA,
Professional Standards, vol. 1, AU sec. 336]). As stated in SAS
No. 73, complex or subjective matters that are potentially
material to the financial statements may require special skill
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or knowledge that, in the auditors judgment, requires using
the work of a specialist to obtain competent evidential matter.
Auditors should also consider whether declining valuations might
have resulted in possible regulatory infractions, such as the following:
•

Transfers o f Capital by U.S. Broker-Dealers to M eet Losses o f
Offshore Affiliates. As stated in the AICPA Audit and Ac
counting Guide Brokers a n d Dealers in Securities , SEC rule
15c3-1 restricts the withdrawal of equity capital, the repay
ment of subordinated obligations, and the making of any
unsecured advance or loan to an affiliate.

•

Credit Extensions by Foreign Affiliates o f D omestic BrokerDealers That Extend High-Margin Loans to a N onregulated
Environment. Such foreign affiliates are generally exempt
from Regulation T requirem ents, w hich prohibit such
transactions.

In addition to regulatory considerations, auditors may also wish
to consider the possibility that rapid economic and political
changes in emerging markets in which firms had significant in
vestments, or with which firms had material credit relationships,
may have caused some broker-dealers serious issues, such as:
•

Going-Concern Considerations. Although larger firms may
be able to absorb losses incurred by steep declines in the
values of their stock portfolios, or from funding or liquid
ity problems, smaller and m edium-sized firms m ay not,
thus raising possible going-concern issues. Information
that raises doubt about the going-concern assumption for
broker-dealers includes (1) failure to meet statutory net
capital requirem ents, (2) noncom pliance w ith various
other rules and regulations, and (3) substantial disposition
of assets outside the ordinary course of business. Auditors
should also consider that changes in key financial ratios
caused by the stock m arket’s decline m ay trigger repay
ment clauses contained in debt covenants or bank-imposed
limits on credit due to the decline in the value of a firm’s
portfolio. In these circumstances, auditors should consider
the guidance set forth under SAS No. 59, The A uditor's
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Consideration o f an Entity’s Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341).
• Restructuring Charges, Asset Im pairm ent Write-Downs, Im
proper Accruals, and Estimated Liabilities. During the third
and fourth quarters, several m ajor securities firms an
nounced layoffs and restructurings of operations resulting
from substantial losses sustained as a result of emergingm arket positions (for example, Russia, Latin Am erica,
Asia) and counterparty positions (for example, hedge
funds). Auditors should be aware that the SEC staff has ex
pressed concerns regarding the appropriate accounting for
these situations.
• Risk o f M aterial M isstatement Arising From Fraudulent Fi
nancial Reporting. The severe downward shift in stock
prices, coupled with continuing, intense competition in
the securities industry, increases the risk of fraudulent finan
cial reporting. For example, a firm’s management responsi
ble for losses sustained in its portfolios m ight misstate
financial information or misappropriate assets to mitigate
the effects of those losses. Relevant guidance is set forth in
SAS No. 82, Consideration o f Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1, AU sec. 316).
Executive Summary— Effects of Recent Changes in the Global
Marketplace on Audits of Broker-Dealers
• Significant declines in securities and currency valuations throughout
the world, particularly those of several emerging markets, have
caused various issues for auditors of broker-dealers, including valua
tion, regulatory, and going-concern issues.
• Valuation issues created by the lack of trading activity in certain mar
kets, the effect of significant events occurring after the close of foreign
markets, trading halts, credit risk, and other factors require auditors
to carefully consider management’s good faith securities valuations.
• In evaluating management’s good faith securities valuations, auditors
should consider SAS No. 81 , A u ditin g Investm ents, and SAS No. 57,
A u ditin g A ccou n tin g Estimates. Auditors may also wish to consider
whether certain economic factors and industry trends, such as increased
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stock market volatility, management’s adoption of new trading
strategies, substantial mark-to-market write-downs on equity and
debt positions, counterparty credit losses, and restructuring charges
have significantly affected the key factors and assumptions manage
ment uses in valuing securities.

Money Laundering Activities and the Auditor’s Consideration of
Illegal Acts2
What is money laundering? What are the auditor’s responsibilities with
respect to money laundering?

Money laundering is the funneling of cash or other funds gener
ated from illegal activities through legitimate businesses to con
ceal the initial source of the funds. Money laundering is a global
activity and, like the illegal activities that give it sustenance, it sel
dom respects local, national, or international jurisdiction. Cur
rent estimates of the size of the global annual “gross money
laundering product” range from $300 billion to $1 trillion.3
Criminals use bank and nonbank financial institutions and pro
fessional advisers to launder the proceeds of crime, and according
to the U.S. Department of the Treasury, brokers and dealers in se
curities may also be vulnerable. The evolving dynamics of the in
dustry— mergers and acquisitions, broader product lines, and
new distribution channels— generate important business oppor
tunities, but they also generate risks for securities firms and their
auditors, including increased vulnerability to money laundering.
As these industry trends continue, as money launderers increas
ingly look for a wide range of financial services and conservative,
legitimate-appearing asset holdings, and as greater regulatory re
quirements for banks and other nonbank financial institutions
make it more difficult for them to evade detection, the securities
industry may become more attractive to money launderers.
2. The U.S. Department o f Treasury has had significant input in drafting the content
o f this section o f the Alert. As such, it provides auditors o f broker-dealers with a
unique insight into how federal regulators view this important area o f concern.
3. By definition, money launderers are in the business o f cloaking their activities and
revenue, making this approximation difficult.

23

While money laundering activity and methods become increasingly
complex and ingenious, its “operations” tend to consist of three
basic stages or processes—placement, layering, and integration.
Placement is the process of transferring the actual criminal pro
ceeds, whether in cash or in any other form, into the financial sys
tem in such a manner as to avoid detection by bank and nonbank
financial institutions and government authorities. M oney laun
derers pay careful attention to national laws, regulations, gover
nance, trends, and law-enforcement strategies and techniques to
keep their proceeds concealed, their methods secret, and their pro
fessional resources anonymous. The most common placement
techniques include structuring4 cash deposits into legitimate fi
nancial institution accounts, converting cash into other monetary
instruments, and using these instruments to make investments.
Layering is the process of generating a series of or layers of transac
tions to distance the proceeds from their illegal source and to obfus
cate the audit trail in doing so. Common layering techniques include
outbound electronic funds transfer, usually directly or subsequently
into a “bank secrecy haven” or a jurisdiction with more liberal
recordkeeping and reporting requirements; withdrawals of alreadyplaced deposits in the form of highly liquid monetary instruments,
such as money orders and travelers checks; and requests for account
transfers or checks made payable to third parties with whom the ac
count holder appears to have no obvious relationship.
Integration, the final money laundering stage, is the unnoticed reinser
tion of successfully laundered, untraceable proceeds into an economy.
This is accomplished through a wide variety of spending, investing,
and lending techniques and cross-border, legitimate-appearing trans
actions. An important placement technique is customers’ making
large deposits and investments with laundered proceeds in the form of
monetary instruments, bearer securities, or third-party checks.
M oney launderers tend to use the victim ized business entity
as a conduit for illic it funds that need to be distanced from
their source as quickly as possible in an undetected manner.
4. Structuring means breaking up large amounts o f currency into smaller amounts to
conduct transactions in such a manner as to avoid suspicion and detection.
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Consequently, money laundering is less likely to be detected in a
financial statement audit than other types of illegal activities. In
addition, the activity is more likely to cause assets to be overstated
rather than understated, w ith shorter-term fluctuations in ac
count balances rather than cum ulative changes. Thus, money
laundering is considered to be an illegal act with an indirect effect
on financial statement amounts under SAS No. 54, Illegal Acts by
Clients (AICPA, P rofessional Standards, vol. 1, AU sec. 317).
Under SAS No. 54, the auditor should be aware of the possibility
that such illegal acts may have occurred. If specific information
comes to the auditor's attention that provides evidence concern
ing the existence of possible illegal acts that could have a material
indirect effect on the financial statements, the auditor should
apply audit procedures specifically directed to ascertaining
whether an illegal act has occurred.
Auditors should also note that laundered funds and their pro
ceeds could be subject to asset seizure and forfeiture (claims) by
law enforcement agencies that could result in material contingent
liabilities during prosecution and adjudication of cases.
A description of federal regulations pertaining to money launder
ing appears in the appendix of this Alert.
Executive Summary— Money Laundering Activities and the Audi
tor’s Consideration of Illegal Acts
• Money laundering is a global activity in which cash or other funds
from illegal activities are funneled through legitimate businesses to
conceal the initial source of funds.
• Money laundering usually results in large amounts of illicit proceeds
that need to be distanced from their source as quickly as possible and
is less likely to be detected in a financial statement audit than other
types of illegal activities.
• Under SAS No. 54, money laundering is considered to be an illegal
act with an indirect effect on financial statement amounts. The au
ditor does not have a detection responsibility for such illegal acts.
However, auditors should be aware of the possibility that such illegal
acts may have occurred.
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Online Brokerage
What should auditors consider when auditing trades in an “online”
environment?

In the past few years, the number of online brokerage accounts
in the United States has skyrocketed, with some analysts specu
lating that online brokers handle some 25 percent of all investor
trades. Though plagued with stalls and breakdowns due to ab
norm ally heavy trading volume on October 27 and 28, 1997,
record-breaking surges in trading activity in 1998 resulted in
only a few minor complaints, proving that online systems had
been significantly enhanced.
Embraced mostly by discount brokerage firms, the main differ
ence between an online trade and a traditional trade is the lack of
a middleman, that is, the customer, instead of a broker, types in
the order for an online trade. In both forms of trading, an order is
entered into the computer system, which then transports it to a
stock exchange or NASDAQ for execution. In these situations,
traditional source documents, such as purchase orders, invoices,
and checks, have been replaced by electronic communications.
Auditors should carefully consider the internal controls related to
these communications as well as the nature and sufficiency of
available evidential matter underlying trading transactions.
SAS No. 31, E vidential M atter (AICPA, Professional Standards,
vol. 1, AU sec. 326), provides guidance to auditors who have
been engaged to audit the financial statements of an entity that
transmits, processes, maintains, or accesses significant informa
tion electronically.
W hen audit evidence exists only in electronic form, the SAS
provides that—
•

Consideration should be given to when electronic evidence
will be available in determining the nature, timing, and ex
tent of substantive audit procedures because electronic evi
dence that is not m aintained or “backed up” m ay be
irretrievable after a certain period of time.
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•

Sole reliance upon substantive procedures to reduce detec
tion risk to an acceptable level may not be possible in cer
tain situations in which significant inform ation is
transmitted, processed, maintained, or accessed electroni
cally. Accordingly, performing tests of controls to obtain
evidence when assessing control risk is appropriate.

A common misconception associated with SAS No. 31 is that it
requires auditors to perform tests of controls for computer sys
tems that handle material transactions. This is not a requirement
of the SAS, but rather a matter left to the auditors professional
judgment. The SAS does indicate that, in certain circumstances
in which evidential matter exists in electronic form, the auditor
may determine that it would not be practicable or possible to re
duce detection risk to an acceptable level by performing only sub
stantive tests. SAS No. 31 provides that in such cases, the auditor
should perform tests of controls to support an assessed level of
control risk below the maximum for affected assertions.
The AICPA A uditing Procedure Study (APS) The Inform ation

Technology Age: Evidential M atter in the Electronic E nvironment
provides auditors with nonauthoritative guidance on implement
ing SAS No. 31. The APS describes electronic evidence and its
implications and presents two case studies that illustrate various
audit approaches. Other relevant APSs include Audit Implications
o f EDI and Audit Im plications o f Electronic D ocum ent M anage
m ent . Auditors m ay also wish to obtain additional information
from the Information Systems Audit and Control Associations
Web site at http://www.isaca.org.

Value of Commodity Exchange Memberships
What are the issues relating to the value of commodity exchange
memberships?

During the past year, the value of a membership in every major
U. S. commodity exchange decreased significantly, continuing a
trend of the past several years. Although those decreases do not
affect regulatory net capital, because exchange memberships are
excluded from the calculation, the decreases do raise concerns
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about the value of such assets reported in generally accepted ac
counting principles (GAAP) financial statements.
Accounting for commodity exchange memberships should be the
same as that used by broker-dealers for memberships in securities
exchanges. W hen addressing valuations of exchange memberships,
auditors should evaluate management’s consideration of FASB
Statement No. 121, Accounting fo r the Impairment o f Long-Lived As
sets and fo r Long-Lived Assets to Be Disposed Of (FASB, Current Text,
vol. 1, I08). FASB Statement No. 121 states that a significant de
crease in the market value of an asset indicates that the recoverabil
ity of the carrying value of that asset should be assessed. It further
states that quoted market prices in active markets are the best evi
dence of fair value and should be used as the basis of measurement,
if available. Exchange memberships are bought and sold continu
ously. Paragraph 7.34 of the AICPA Audit and Accounting Guide
Brokers and Dealers in Securities advises that “exchange memberships
owned by broker-dealers should be valued at cost or a lesser amount
i f there is an other-than-temporary im pairm ent in value [emphasis
added].” The AICPA Audit Practice Aid Audits o f Futures Commis
sion Merchants, Introducing Brokers, and Commodity Pools describes
the same accounting treatment (a description of the new Practice
Aid follows this discussion). In light of the information shown in
the following table, the auditor may wish to consider whether man
agement has valued exchange memberships appropriately.
D ecem ber
1997

R ecent
P rice

D a te

P ercent
Decrease

Peak
P rice

D a te

Chicago Board
of Trade

$857,500

May 11, 1997

$724,950 $440,000 September 29, 1998 39.3

Commodity
Exchange, Inc.

$147,000

May 26, 1995

$93,000

Chicago
Mercantile
Exchange

$925,000

August 18, 1994

$ 466,667

Exchange

September 25,1998

33.3

$320,000 September 17, 1998

31.4

September 4 , 1998

35.0

$62,000

Coffee, Sugar,
$225,000
Cocoa Exchange#

June 3, 1998

$180,000 $117,000

New York
Cotton
Exchange#

April 2, 1998

$125,000

$125,000
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(% )

$81,000

September 29, 1998 35.2

Exchange

New York
Mercantile
Exchange

Peak
P rice

D ate

$705,000

January 20, 1998

D ecem ber
1997

R ecent
P rice

D a te

P ercent
Decrease
(% )

$675,000 $500,000 September 22, 1998 25.9

# Coffee, Sugar, Cocoa Exchange (CSCE) and New York Cotton Exchange (NYCE) merged to form
the Board of Trade of the City of New York on June 10, 1998. Those holding seats at the time of the
merger were entitled to payments: $100,000 for CSCE members and $25,000 for NYCE members.

New Audit Practice Aid: Audits of Futures Commission Merchants,
Introducing Brokers, and Commodity Pools
What are the highlights of the new Practice Aid for audits of commodity
entities?

The AICPA Practice Aid Audits o f Futures Commission Merchants,
Introducing Brokers, and Commodity Pools (the Practice Aid) was
issued to assist preparers of financial statements of commodity
entities and their auditors in preparing and auditing such finan
cial statements.
The Practice Aid describes industry accounting and reporting
practices, such as—
• Accounting fo r Commodity Pools’ Commission Expenses. Such
expenses can be accounted for in one of two ways: (1) on a full
round-turn basis for closed pools and pools that do not expect
many new participants, and (2) on a half-turn basis for public
pools that have many new and withdrawing participants.
• R eporting fo r Commodity Pools That Invest in Other Com
m odity Pools. The CFTC staff advises that, as described in
the Practice Aid, com m odity pools that invest in other
commodity pools (fund of funds) should report in finan
cial statement notes: (1) for each m aterial investee pool,
the carrying value in the investor’s financial statements,
and the liq uidity of such investment (such as how often
interests m ay be redeemed and the period of time that
must elapse between giving notice and receiving redemption
proceeds); and (2) summary income statement information
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in the detail required by CFTC rule 4.22(e) of the CEAct
(including the proportionate share of fees in dollars paid
by investees to commodity pool operators and commodity
trading advisers).
The Practice Aid also discusses such matters as—
• Industry Background Inform ation. Such inform ation in 
cludes participants in the commodities industry, commod
ity markets, regulatory agencies, com m odity exchanges,
and other self-regulatory organizations.
•

The Role o f the FCM. The Practice Aid describes the role of
the FCM in such areas as trade execution, clearance and
settlement, reconciliation and balancing, and custody of
customer funds.

• Regulatory Environment. The Practice Aid discusses signifi
cant rules and reporting requirements of the CFTC.
• Illustrative Financial Statements. The Practice Aid contains sam
ple financial statements, along with supplementary schedules
and notes, for a typical FCM and for a commodity pool.
• A uditing Considerations. The Practice Aid addresses the
unique aspects of auditing commodity entities as they re
late to internal control, using the work of internal auditors,
analytical procedures, and accounting estimates, as well as
substantive audit procedures for various transaction cycles.
• A ccounting Standards. The Practice Aid includes the ac
counting m odel, statem ent-of-financial-condition and
statement-of-income considerations.
The above publication may be obtained from the AICPA’s Order
Department by calling (888) 777-7077 or by faxing a request to
(800) 362-5066.
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The Year 2000 Issue
What is the Year 2000 Issue? What industry and regulatory
developments have taken place in the last year with respect to the year

2000?
Some twenty years ago, the cost of computer memory space was
exorbitant— $600,000 per megabyte compared with about ten
cents today. For this reason, m any computer programs were de
signed using a two-digit format to represent year data; for exam
ple, 1998 is coded as “98.” W ithout proper modification, many of
these systems may fail to process year-related data accurately be
yond the year 1999, a chilling thought in today’s global computer
information age. Hence, the Year 2000 Issue has become one of
the most often discussed business topics of the past few years.
The AICPA has been active in creating awareness of the Year
2000 Issue among its members and the public and providing
guidance to auditors regarding their responsibilities in audits
leading up to the year 2000. The SEC and industry trade groups,
such as the Securities Industry Association (SIA), have taken
proactive roles in guiding investment and other companies in
their preparations for the year 2000. Some of the efforts of these
organizations are as follow:
• The AICPA has published articles, books, and other materi
als on the Year 2000 Issue. A comprehensive discussion of
the numerous auditing and accounting issues related to the
Year 2000 Issue is presented in the AICPA publication “The
Year 2000 Issue— Current Accounting and Auditing Guid
ance.” This publication is being updated for recent develop
ments and is available free of charge at the AICPA’s Web site
at http://www.aicpa.org. The AICPA also has added to its
Web site the Year 2000 Resource Page, w hich contains
useful links to various year 2000 sites and publications.
• The Audit Issues Task Force (AITF) of the Auditing Stan
dards Board (ASB) issued three new audit interpretations
specifically related to the Year 2000 Issue.
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• The SEC spearheaded several initiatives to promote year
2000 readiness and has amended rule 17a-5 under the Ex
change Act to require broker-dealers to file copies of two
separate reports with the SEC and their designated examin
ing authority at designated times, regarding their year 2000
compliance (see also the “Regulatory and Legislative Devel
opments” section in this Alert). In August, the SEC further
issued Statement o f the Commission Regarding Disclosure o f

Year 2000 Issues a n d Consequences by P ublic Companies,
Investment Advisors, Investm ent Companies, and M unicipal
Securities Issuers (the Interpretation). The Interpretation—
-

Provides guidance to companies so they can determine
w hether their year 2000 issues are known m aterial
events, trends, or uncertainties that should be disclosed
in the Management’s Discussion and Analysis of Finan
cial Condition and Results of Operations (MD&A) sec
tion of their disclosure documents.

- Sets forth SEC guidance regarding specific matters for com
panies to address in their MD&A year 2000 disclosure.
- Addresses the need for companies to consider the Year
2000 Issue in connection with other rules and regula
tions when they prepare financial statements.
- Reminds registrants that the antifraud provisions of the
federal securities laws apply to disclosure about the Year
2000 Issue.
-

Cautions companies m aking year 2000 disclosures to
avoid boilerplate disclosure that may not be meaningful
to shareholders.

The Interpretation can be viewed on the SEC’s Web site,
http://www.sec.gov./rules/concept/33-7558.
Additionally—
• The SIA's Year 2000 Committee conducted preliminary tests dur
ing which it practiced executing and settling trades of stocks, op
tions, mutual funds, unit investment trusts, and mortgage-backed
securities. The success rate was estimated to be about 90 percent.
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• The AICPA’s Security Industry’s Year 2000 Agreed-Upon
Procedures Task Force issued SOP 98-8, Engagements to

Perform Year 2000 Agreed-Upon Procedures Attestation En
gagem ents Pursuant to Rule 17a-5 o f the Securities Exchange
Act o f 1934, Rule 17Ad-18 o f the Securities Exchange Act o f
1934, and Advisories No. 17-98 and 42-98 o f the Commod
ity Futures Trading Commission. The SOP provides guidance
to independent accountants to identify selected characteris
tics of the process planned by broker-dealers to assess, re
mediate, test, and monitor their year 2000 readiness.
Auditors should be aware of the many auditing and accounting
considerations that arise out of the Year 2000 Issue, including
audit planning, establishing an understanding w ith the client,
valuation, impairment, revenue and expense recognition, and dis
closure. A more comprehensive discussion of these considerations
can be found in the Audit Risk Alert— 1998/99 (also referred to as
the “General Alert”).
Additional information relating to the Year 2000 Issue is available
on the Internet at the following Web sites:
• The Securities Industry Association (SIA)—http://www.sia.com/
year_2000/index.html
• The N ational B ulletin Board for the Year 2000—
http://www.year2000.com
• M anagem ent Support Technology— http://www.mstnet.
com/year2000
Executive Summary— The Year 2000 Issue
• The Year 2000 Issue is an important one for all companies, requiring
major modifications of most companies’ computer systems to prevent
the failure of systems to recognize year-related data beyond 1999.
• The SEC, AICPA, and industry trade groups, such as the Securities
Industry Association, have taken various measures to guide brokerdealers and their auditors in their preparations for the year 2000.
• SOP 98-8 contains guidance to independent accountants engaged to
perform agreed-upon procedures attestation engagements pursuant
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to rules 17a-5 and 17Ad-18 of the Securities Exchange Act of 1934,
and Release Nos. 17-98 and 42-98 of the CFTC regarding year
2000 readiness.
• Auditors should be aware of the many auditing and accounting con
siderations that arise out of the Year 2000 Issue, including audit
planning, going-concern issues, establishing an understanding with
the client, revenue and expense recognition, and disclosure.

Europe’s New Reporting Currency, the Euro
How will the European Union’s adoption of a new reporting currency
affect broker-dealers?

On January 1, 1999, the European Union’s Economic and Mon
etary Union (EMU) goes into effect and exchange rates between
“legacy currencies”— currencies of the eleven European nations
that thus far constitute the EMU— and the Euro, will be perma
nently set. On that date, all operations of the European Central
Bank, as well as new issues of government debt, will be denomi
nated in the Euro. A phase-in period w ill extend to January 1,
2002, for all m onetary transactions (for example, payroll and
bank accounts), and June 30, 2002, will be the last day on which
to withdraw legacy currencies.
The introduction of the Euro is a m ajor economic event, yet
some broker-dealers m ay have underestim ated the am ount of
consideration and resources needed to properly deal w ith the
conversion due to their preoccupation with year 2000. Accord
ingly, auditors should consider the greater risks that may be asso
ciated with the conversion. Broker-dealers interact with a myriad
of intermediaries, including other brokers, clearing organizations,
depositories, and transfer agents, and will be accounting for the
simultaneous conversion of Euro currencies with these various
parties within a very brief period. Even good planning and execu
tion will likely result in a large number of unreconciled items im 
mediately following the initial conversion. Auditors may want to
also consider possible increased audit risks related to internal con
trol, foreign-currency transactions, and fraud risk factors related
to the redenomination.
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The SEC issued Staff Legal Bulletin No. 6, which reminded bro
ker-dealers to consider their disclosure obligations in connection
with the conversion, including—
• Known trends and uncertainties that the broker-dealer ex
pects will have a material impact on revenues, expenses, or
income from continuing operations.
•

Competitive implications.

• Associated costs of the conversion (through July 1, 2002).
• Ability to make tim ely updates of required information.
•

Currency exchange rate risk and derivatives exposure.

• Continuation of material contracts.
•

Potential tax consequences.

In Treasury Decision 8776, the Internal Revenue Service (IRS) is
sued a temporary regulation indicating that conversion of legacy
currencies to the Euro will generally be considered a tax-neutral
event for U.S. taxpayers. Accordingly, gains or losses would not be
triggered solely as a result of the conversion of taxpayer-held legacy
currencies to the Euro and the conversion of legacy currency-de
nominated contracts, financial instruments, and other claims or
obligations. However, otherwise applicable rules regarding the real
ization of gains or losses will continue to apply, for example, gains
or losses incurred as a result of receipt of an unscheduled, fractional
principal payment on a debt instrument due to a rounding con
vention or the modification of the indices of a floating-rate debt in
strument. A final IRS regulation is expected before year end.
The FASB’s Emerging Issues Task Force (EITF) discussed Topic
No. D -71, Accounting Issues Relating to the Introduction o f the Eu
ropean Economic and M onetary Union (EMU), which resulted in
issuance of the following staff announcements:
• Accounting Treatment o f Costs to Upgrade or Replace Internal Use

Computer Software and Costs to Make Physical Modifications to
Fixed Assets to Accommodate the Introduction o f the Euro. The
FASB staff believes that not all such costs n e c e s s a rily
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should be expensed as incurred (as stated in the consensus
of EITF Issue No. 96-14, Accounting fo r the Costs Associated
with M odifying Computer Software fo r the Year 2000). The
staff believes that those costs should be accounted for in ac
cordance with the entity’s existing accounting policies for
similar costs and also reminded practitioners that in March
1998, the AICPA issued SOP 98-1, Accounting fo r the Costs

o f Computer Software Developed or Obtained fo r Internal Use.
• Preparation o f Comparative Financial Statements fo r Periods
Before the Introduction o f the Euro on January 1, 1999. The
SEC staff stated that it would not object if an SEC regis
trant presents comparative financial statements in Euros
for periods before January 1, 1999, by recasting previously
reported financial statements into Euros using the ex
change rate between the Euro and the prior reporting cur
rency as of January 1, 1999 (a position that is consistent
with that of the European Commission). Auditors should
also consider SEC regulation S-X, Rule 3-20(e), Currency
o f Financial Statements o f Foreign Private Issuers, which re
quires a registrant to recast its financial statements as if the
newly adopted currency had been used since at least the
earliest period presented. The staff interpreted this provi
sion to require a methodology consistent with FASB State
m ent No. 52, Foreign Currency Translation ; that is, the
income statement and statement of cash flows should be
translated into the new reporting currency using weighted
average exchange rates for the applicable periods, and as
sets and liabilities should be translated using exchange
rates at the end of the applicable periods.
•

Financial statements reported in Euros by recasting based
on the January 1, 1999, exchange rate will depict the same
trends and relationships among a registrant’s accounts as
those previously reported prior to the introduction of the
Euro. To decrease the likelihood that investors w ill inap
propriately assume that the financial statements of various
registrants that report in Euros are comparable, each page
of the basic financial statements should indicate that prior36

year balances were restated into Euros using the January 1,
1999, exchange rate. In addition, the notes to the financial
statements should disclose—
— The reporting currency that was previously used.
— The methodology used to restate prior-year balances.
— The exchange rate as of January 1, 1999.
— A statement that the comparative financial statements
reported in Euros depict the same trends as would have
been presented had the company continued to present
financial statements in the currency previously used.
— A statement that the financial statements for periods
before January 1, 1999, will not be comparable to the
financial statements of other companies that report in
Euros and that restate amounts from a currency differ
ent from the one previously used by the company.
The EITF also discussed foreign currency translation adjustments
related to the Euro’s introduction. Auditors are advised to review
the full text of the EITF Abstract related to Topic No. D-71 for
further information.
Executive Summary— Europe’s New Reporting Currency, the Euro
• On January 1, 1999, the European Union’s Economic and Monetary
Union (EMU) becomes effective and exchange rates between the
currencies of eleven European nations and the Euro will be irrevoca
bly fixed, a major economic event for broker-dealers.
• SEC Staff Legal Bulletin No. 6 reminds broker-dealers to consider
various disclosure obligations related to the conversion, such as
known trends and uncertainties that the broker-dealer expects to
have a material impact on revenues, expenses, or income from con
tinuing operations and associated costs of the conversion.
• The IRS has issued a temporary regulation indicating that conver
sion of legacy currencies (those of the eleven nations constituting the
EMU) to the Euro will generally be considered a tax-neutral event.
• The EITF has discussed various issues related to the redenomination,
including accounting for internal use computer software, comparative
financial statements, and foreign currency translation adjustments.
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New Audit and Attestation Standards
What new audit and attestation standards has the AICPA issued in the
past year?

SAS No. 86
SAS No. 86, Amendment to Statement on Auditing Standards No.

72, Letters fo r Underwriters a n d Certain Other Requesting Parties
(AICPA, Professional Standards, vol. 1, AU sec. 634), was issued
in March 1998 to reflect the issuance of Statement on Standards
for Attestation Engagements (SSAE) No. 8, M anagem ent’s Discus
sion and Analysis (AICPA, Professional Standards, vol. 1, AT sec.
700). SAS No. 86 allows practitioners that have examined or re
viewed M D & A in accordance with the provisions of SSAE No. 8
to state that fact in the introductory section of the comfort letter
(a special type of agreed-upon procedures report that may be is
sued in connection with a securities offering) and attach a copy of
the SSAE No. 8 report to the comfort letter. SAS No. 86 presents
examples of comfort letters that contain references to either an
exam ination of annual M D & A or a review o f the interim
MD&A. SAS No. 86 is effective for comfort letters issued on or
after June 30, 1998.
SAS No. 87
SAS No. 87, Restricting the Use o f an Auditors Report, was issued
in September 1998 and is effective for reports issued after De
cember 31, 1998. SAS No. 87 provides guidance to auditors in
determining whether an engagement requires a restricted-use re
port and, if so, which elements to include in that report. The SAS
states that an auditor should restrict use of a report when—
• The subject matter of the auditor’s report, or the presenta
tion being reported on, is based on measurement or disclo
sure criteria contained in contractual agreements or
regulatory provisions that are not in conformity with GAAP
or an other comprehensive basis of accounting (OCBOA).
• The accountant’s report is based on procedures that are
specifically designed and performed to satisfy the needs of
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specified parties who accept responsibility for the suffi
ciency of the procedures.
• The auditor’s report is issued as a by-product of a financial
statement audit and is based on the results of procedures
designed to enable the auditor to express an opinion on the
financial statements taken as a whole, and not to provide
assurance on the specific subject matter of the report.
SSAE No. 8
SSAE No. 8, Management's Discussion and Analysis, was issued in
March 1998 and became effective upon issuance. The new attes
tation Standard provides guidance to practitioners concerning
the performance of attest engagements with respect to M D & A
prepared pursuant to SEC rules and regulations. The presenta
tion o f M D & A in annual reports to shareholders and in other
documents constitutes a written assertion upon which an attest
engagement may be performed. Specifically, SSAE No. 8—
•

Sets conditions for engagem ent perform ance for both
examinations and reviews of MD&A.

•

Provides extensive guidance on planning, performing, and
reporting on examinations and reviews of MD&A.

• Provides a comparison of activities performed for engage
ments covered by SAS No. 8, Other Information in Docu
ments C ontaining A udited F inancial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 550), with those per
formed under SSAE No. 8.
For a comprehensive summary of auditing pronouncements is
sued this year, see the Audit Risk Alert— 1998/99.

AICPA Accounting and Auditing Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Brokers and Dealers in
Securities has been modified to include certain changes necessary
due to the issuance of authoritative pronouncements through
M ay 1, 1998. Some of these changes include: FASB Statement
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No. 132, Employers Disclosures about Pensions and Other Postre
tirem ent Benefits, an amendment of FASB Statement Nos. 87, 88,
and 106 (FASB, Current Text, vol. 1, sec. P 16 and P40); EITF
Consensuses adopted through the February 1998 EITF meeting;
SOP 98-3, Reporting on the Costs o f Start-Up Activities', and SAS
No. 85, M anagem ent Representations (AICPA, Professional Stan
dards, vol. 1, AU sec. 333).

Accounting Issues and Developments
Application of FASB Statement No. 125
Which FASB Statement No. 125 application issues should the brokerdealer auditor be aware of?

FASB currently has two separate projects related to FASB Statement
No. 125, Accounting fo r Transfers and Servicing o f Financial Assets
and Extinguishments o f Liabilities (FASB, Current Text, vol. 1, F38):
• FASB Special Report on the Application o f FASB Statement
No. 125. Two years after the issuance of FASB Statement
No. 125, FASB staff state that they continue to receive a
high volume of inquiries on the Statement’s application.
On September 30, 1998, FASB published a special report
that addresses the most frequently asked questions about
Statement No. 125. The report, containing seventy ques
tions and answers that affect a broad range of companies
and financial institutions, is designed as an aid to under
standing and implementing the Statement and is the first
of several reports planned. FASB expects to publish the
second report near year end.
• Proposed Interpretation or A mendment o f FASB Statement
No. 125. FASB continues to deliberate its proposal to ei
ther interpret or amend FASB Statem ent No. 125. Ini
tially, the proposed Interpretation or amendment was to
address the effect of the Statement on EITF Issue No. 9018, Eff e c t o f a “Removal o f A ccounts” Provision on the Ac
cou n tin g f o r a Credit Card Securitization; however, the
FASB later decided to consider defining and clarifying
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other issues. By midyear, the FASB reached a number of
tentative decisions, although these decisions are not con
sidered final until the proposed Interpretation or amend
ment becomes final.
Further inform ation regarding the above projects m ay be ob
tained from the FASB's Web site at www.fasb.org.
Other FASB Statement No. 125-Related Developments
•

SEC Confirmation o f A ccounting Treatment o f Securities Col
lateral Received in Connection With a Securities Loan Under
FASB Statement No. 125. The SEC issued a letter in late
1997, confirming the accounting treatment of securities
received as collateral by a broker-dealer in connection with
a loan of its portfolio securities. The SEC no-action letter
specified that when a broker-dealer does not have “effective
control” over the securities received as collateral in connec
tion with a loan of its portfolio securities, the broker-dealer
is not required to record the securities received as its asset.
Instead, the lent portfolio securities remain the lending
company’s asset and should continue to be reported as part
of its portfolio with appropriate footnote disclosure on the
arrangement. The staff determined that the lending com
pany did not have “effective control” per FASB Statement
No. 125 because it was unable to pledge or sell the collat
eral received or to commingle it with other assets, and the
borrower was able to terminate the loan and require the
lending company to return the collateral at any time.

• Amended Interpretation. The AITF has amended the Inter
pretation “The Use of Legal Interpretations as Evidential
Matter to Support Management’s Assertions That a Trans
fer of Financial Assets Has M et the Isolation C riteria in
Paragraph 9(a) of Statement of Financial Accounting Stan
dards No. 125” of SAS No. 73, Using the Work o f a Special
ist (AU sec. 9336.01-.18). Issued in February 1998, the
Interpretation provides guidance regarding the use of a
legal specialist’s findings as audit evidence to support man
agement’s assertion that a transfer of financial assets meets
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the legal isolation criterion of paragraph 9(a) o f FASB
Statement No. 125. The Interpretation addresses when the
use of a legal specialist’s work may be appropriate; factors
that should be considered in assessing the adequacy of a
legal response; and the use, as audit evidence, of legal re
sponses that are restricted to the client's use. The Interpreta
tion is effective for auditing procedures related to
transactions required to be accounted for under FASB State
ment No. 125 that were entered into on or after January 1,
1998. The AITF has amended the Interpretation to in 
clude the form of letter that adequately communicates per
mission for the auditor to use the legal specialist’s opinion
for the purpose of evaluating m anagement’s assertion as
well as sample language that does not adequately commu
nicate such permission. The amended interpretation ap
peared in the October 1998 Journal o f Accountancy.
•

Topic No. D-66. The EITF discussed Topic No. D-66, “Ef
fect o f a Special-Purpose Entity’s Powers to Sell, Exchange,
Repledge, or Distribute Transferred Financial Assets under
FASB Statement No. 125,” which resulted in issuance of
the following FASB staff announcement:
The FASB staff believes that a special-purpose entity (SPE)
that has limited powers to sell, exchange, repledge, or dis
tribute (collectively referred to as “sell”) transferred finan
cial assets under specified conditions can be qualifying
(assuming that the other criteria in paragraph 26 of FASB
Statement No. 125 are met) if those powers are in response
to a cleanup call as defined in FASB Statement No. 125, or
if all four of the following criteria are met:
1. The powers and the conditions or events that give rise
to the sale must be specified and lim ited permanently
by the legal documents that establish the SPE or create
the beneficial interests.
2. The transferor does not maintain effective control over
the assets transferred. Effective control exists (a) where
the transferor or its affiliates can trigger the condition
that enables the SPE to sell the transferred assets and (b)
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where the event causing the transfer of the assets back to
the transferor is probable of occurrence, unless there
would be significant adverse consequences to the trans
feror or its affiliates under (a) and (b).
3. The primary objective of the powers is not to realize a
gain in the fair value of the transferred assets over the
fair value at the date of transfer to the SPE. In addition,
assets may not be sold to maximize the return to benefi
cial interest holders.
4. The powers do not permit active or frequent selling and
buying of assets.
The transition provisions of the announcement are complex
and include a provision for a nonqualifying SPE to be cured
if it made changes to comply with the requirements speci
fied in the preceding paragraphs by March 31, 1998. The
SEC has stated that a nonqualifying SPE will be required to
be consolidated if the SPE's activities clearly did not meet
the limited activities requirement of paragraph 26 of FASB
Statement No. 125 at any time after December 31, 1996.
• The above is summary information only of the EITF dis
cussion of Topic No. D-66. Auditors are advised to review
the full text of the EITF abstract.

New FASB Pronouncements
What new accounting standards has the FASB issued during 1998?

•

FASB Statement No. 132, Employers’ Disclosures about Pen
sions and Other Postretirement Benefits, an amendment of
FASB Statement Nos. 87, 88, and 106, was issued in February
1998 and revises disclosure requirements for employers’
pension and other postretirement benefit plans. It does not
change the measurement or recognition of those plans. The
new Statement standardizes the disclosure requirements for
pensions and other postretirement benefits to the extent
practicable and eliminates certain disclosures formerly re
quired under FASB Statement No. 87, Employers’Accounting
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fo r Pensions (FASB, Current Text, vol. 1, sec. P 16), FASB
Statement No. 88, Employers Accounting fo r Settlements and
Curtailments o f D efined Benefit Pension Plans and fo r Termi
nation Benefits (FASB, Current Text, vol. 1, P 16), and FASB
Statement No. 106, Employers’ Accounting fo r Postretirement
Benefits Other Than Pensions (FASB, Current Text, vol. 1, sec.
P40). FASB Statement No. 132 requires additional informa
tion on changes in the benefit obligations and fair values of
plan assets that will facilitate financial analysis. The effective
date is fiscal years beginning after December 15, 1997, with
early application encouraged.
•

FASB Statement No. 133, A ccounting fo r D erivative Instru
ments and H edging Activities, was issued in June 1998 and
establishes accounting and reporting standards for deriva
tive instruments, including certain derivative instruments
embedded in other contracts, and for hedging activities.
FASB Statem ent No. 133 supercedes FASB Statem ent
No. 105, Disclosure o f Information about Financial Instru

m ents w ith O ff-Balance-Sheet Risk a n d F inancial Instru
m ents w ith C oncentrations o f C redit Risk, and FASB
Statement No. 119, Disclosure about D erivative Financial
Instruments a n d Fair Value o f Financial Instruments. It car
ries forward the requirement under FASB Statement No.
119 to disclose the objectives, context, and strategies for
holding and issuing derivatives. Qualitative disclosures de
scribing the overall risk management profile are encour
aged but not required. FASB Statem ent No. 133
elim inates the requirem ent to disclose the average fair
value of derivatives held for trading purposes. It also elim i
nates the requirement under both FASB Statement Nos.
105 and 119 to disclose the face or contract amount of de
rivatives held at the balance sheet date, although these
amounts might be disclosed to present details about the in
vestments. In addition, requirements under FASB State
ment No. 105 to disclose the nature and terms of financial
instruments with off-balance-sheet risk and the cash-flow
requirem ents associated w ith them are also elim inated.
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The effective date is fiscal years beginning on or after June
15, 1999, with early adoption permitted.
For a comprehensive summary of accounting pronouncements is
sued this year, see the Audit Risk Alert— 1998/99.

References for Additional Guidance
Further information on matters addressed in this Alert is available
through various publications and services listed in the table at the
end of this document. M any nongovernment and some govern
ment publications and services involve a charge or membership
req uirem en t.
Fax services allow users to follow voice cues and request that se
lected documents be sent by fax machine. Some fax services re
quire the user to call from the handset of the fax machine; others
allow the user to call from any phone. Most fax services offer an
index document, which lists titles and other information describ
ing available documents.
Electronic bulletin board services and Web sites allow users to
read, copy, and exchange inform ation electronically. Most are
available using a modem and standard communications software.
Some bulletin board services are also available using one or more
Internet protocols.
Recorded announcements allow users to listen to announcements
about a variety of recent or scheduled actions or meetings.
All telephone numbers listed are voice lines, unless otherwise
designated as fax (f) or data (d) lines.
This Audit Risk Alert replaces Securities Industry Developments —

1997/98.
Auditors should also be aware of the economic, industry, regula
tory, and professional developments that m ay affect the audits
they perform, as described in Audit Risk Alert— 1998/99.
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Copies of AICPA publications referred to in this document may
be obtained by calling the AICPA Order Department at (888)
777-7077 or faxing a request to (800) 362-5066. Copies of FASB
and GASB publications referred to in this document may be ob
tained directly from the FASB or GASB by calling the
FASB/GASB Order Department at (203) 847-0700, ext. 10.
Copies of federal documents referred to in this document are
available for sale from the Superintendent of Documents, U.S.
Government Printing Office, W ashington, DC 20401; order
desk telephone: (202) 783-3238; Fax: (202) 512-2250.
The Audit Risk Alert Securities Industry Developments is published
annually. As you encounter audit or industry issues that you be
lieve warrant discussion in next year’s Alert, please feel free to
share them with us. Any other comments that you have about the
Alert w ould also be greatly appreciated. You m ay em ail these
comments to callen@aicpa.org or write to:
Catherine Allen, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX

Federal Regulations Related to
Money Laundering
The Bank Secrecy Act (BSA), enacted to address the problem of
money laundering, authorizes the U.S. Department of the Trea
sury to issue regulations requiring financial institutions to file re
ports, keep certain records, im plem ent anti-m oney laundering
programs and compliance procedures, and report suspicious trans
actions to the government (see 31 CFR Part 103). Failure to com
ply with BSA reporting and recordkeeping provisions may result
in the assessment of severe penalties. BSA defines brokers or deal
ers “registered with the SEC under the Securities Exchange Act of
1934” as financial institutions and, separately, “brokers and deal
ers in securities and commodities.” All securities brokers and deal
ers in the U.S. are required under 17 CFR 240.17a-8 and 17 CFR
4 0 5 .4 to com ply w ith certain anti-m oney laundering require
ments. The most recent change to these was referenced in NASDR Notice to Members 96-67 (see the next paragraph) regarding
recordkeeping for transmittals of funds. In addition, the New York
Stock Exchange, in Information Memorandum 89-5, provided in
formation to its members on reporting suspicious transactions in
volving money laundering to the government (suspicious activity
reporting is discussed in the following paragraphs).
NASD-R Notice to Members 96-67, Bank Secrecy Act Recordkeep
ing Rule fo r Funds Transfers and Transmittals o f Funds provides in
formation to National Association of Securities Dealers members
regarding the Treasury’s amendments to the BSA, which facilitate
tracing funds through the funds-transm ittal process, effective
M ay 28, 1996. For transmittals of funds of $3,000 or more, bro
kers and dealers of securities are required to obtain and keep cer
tain specified inform ation concerning the transm itter and the
recipient of those funds. In addition, broker and dealers must in
clude this information on the actual transmittal order.
Brokers and dealers of securities firms that are not subsidiaries of
bank holding companies are not currently required under BSA to
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report suspicious activity either by employees or by customers to
the Treasury D epartm ent. However, m any securities firms are
voluntarily complying with this provision, in anticipation of im 
minent rules. Securities subsidiaries of bank holding companies
are required to report suspicious activity by the Federal Reserve
(12 CFR 225). The Annunzio-W ylie Anti-M oney Laundering
Act of 1992 provides a safe harbor from civil liability for report
ing financial institutions.
BSA implementing regulations require financial institutions in
cluding securities firms to file currency transaction reports
(CTRs) for cash transactions greater than $10,000.
Other BSA rules governing the reporting of international trans
portation of currency or monetary instruments (CMIRs) and for
eign bank and financial accounts (FBARs) have not been
modified since 1989 and 1987, respectively. However, on January
16, 1997 (see Federal Register), the Treasury issued a proposal to
expand the statutory definition of monetary instruments to in
clude foreign bank drafts.
According to the N ational Association of Attorneys General,
thirty states have enacted legislation prohibiting money launder
ing. Additional states are currently considering such legislation.
On July 13, 1998, the European Union expanded the scope of
Directive 91/308/EEC to require auditors and lawyers to report
suspicious activity. This directive would apply to the audits of the
European operations and subsidiaries of domestic clients.
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To: Purchasers o f the A u d it R isk A le rt Securities Industry Developments - 1998/99
R e: Update to the A u d it R isk A le rt Securities Industry Developments - 1998/99

The Securities and Exchange C om m ission (SE C ) issued the final rule am endm ent to rule 17a-5
regarding broker-dealer reports on year 2 0 0 0 readiness. The final rule d iffers in som e respects
from the proposed rule. Page 13 o f the A udit Risk A le rt Securities Industry Developments 1998/99 (the section titled “ SEC Regulations - Year 2000 Reports”) discusses the p ro p o se d rule.
A cco rd in g ly, the fo llo w in g language should be substituted fo r w hat cu rrently appears on page 13
o f the A lert:

•

Year 2000 Reports. The SEC amended rule 17a-5 under the Securities Exchange Act
o f 1934 to require broker-dealers with minimum net capital requirements o f $5,000
or greater to file with the SEC and the broker-dealer’s designated examining
authority (DEA) two separate reports regarding their year 2000 readiness. The first
report, which addresses the broker-dealer’s year 2000 readiness as o f July 15, 1998,
was to be filed with the SEC and DEA by August 31, 1998. The second report,
which addresses year 2000 readiness as o f March 15, 1999, is to be filed with the
SEC and DEA by April 30, 1999. With respect to the second report, the SEC
requires broker-dealers with a minimum net capital requirement o f $100,000 or
greater as o f March 15, 1999, to file a report prepared by an independent public
accountant regarding the entity’s process for addressing year 2000 problems. Year
2000 readiness reports also are required o f certain nonbank transfer agents. The SEC
has indicated that broker-dealers should include their SEC and CRD numbers on the
accountant’s report.
Auditors should refer to the full text o f the releases that are available on the SEC’s
Web site at http://www.sec.gov (release nos. 3 4 -4 0 16 2 and 34-40608 for brokerdealers and release nos. 34—40163 and 34-40587 for transfer agents). See the “Audit
Issues and Developments” section o f this Alert for a discussion o f the Year 2000
Issue and the AICPA’s newly issued Statement o f Position which provides guidance
for practitioners performing year 2000 agreed-upon procedures attestation
engagements to meet the requirements o f SEC rule 17a-5 and 17Ad-18, as well as
Advisories No. 17-98 and 42-98 o f the Commodity Futures Trading Commission.
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